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SOME EFFECTS OF THE REVENUE ACT OF 1962
ON BUSINESS ACQUISITIONS
BY BARRY R. PERIL*
On October 16th of this past year, the Revenue Act of 1962 became law,
bringing to our Federal Income Tax structure sweeping changes, among them
the investment credit and the depreciation recapture provisions.' These provisions introduce new concepts into our tax laws; indeed, the investment
credit is admittedly experimental in nature. As such they raise inevitable
problems of interpretation and administration, many of which can only be
clarified as our experience unfolds. This Article will concentrate on those
aspects of the provisions affecting disposition of property pursuant to buying
and selling businesses. In order to provide a background for this discussion,
the general structure of each of these sections of the act will be examined
initially.
INVESTMENT CREDIT PROVISIONS

The general provisions of the investment credit are fairly well known.
Widely publicized as a potential economic incentive, the credit is intended
to encourage investment and improvement of productive facilities. This is
accomplished through direct tax reduction, since the credit reduces the tax
payable and is not merely a deduction taken into account in arriving at taxable
income. 2 For assets acquired after December 31, 1961, in taxable years ending
after 1961, the rate of credit is applied to the cost of the asset and the
3
resultant figure is offset against the tax liability for that year. The rate of
credit is seven per cent of the cost of the property if its estimated useful life
is eight years or more. If its estimated useful life is six or seven years, the
rate of credit is seven per cent of two thirds of the cost of the property. For
property with an estimated useful life of four or five years, the rate of credit
is seven per cent of one third of cost. There is no credit available if the
4
estimated useful life of the property is less than four years.
* B.S., Wharton School of University of Pennsylvania; LL.B., Harvard Law
School; member, Pennsylvania and District of Columbia Bars; partner, Ehrenreich,
Sidkoff, Edelstein, Shusterman & Adis, Philadelphia, Pa.
1.

INT. REV. CODE OF 1954, §§ 38, 46-48 (investment credit), 1245 (depreciation

recapture).
2.

TNT. RV. CODE OF 1954, § 38(a).

3. INT. REV. CODE OF 1954, § 46. "Cost" means the usual tax basis for new property.
For used property, "cost" does not include any carryover of basis determined by
reference to the basis of other property held at any time by the person acquiring the
property: INT. REV. CODE OF 1954, § 48. Accordingly, for trade-ins of used property,

"cost" does not include the basis of old property turned in. Where used property is
sold and replaced by other used property similar or related in use or service to that sold,
the cost of the used property so acquired is treated as a trade-in: INT. REV. CODE OF
1954, § 48(c).
4. INT. REv. CODE OF 1954, § 46. Public utility property is given a credit of 3/7ths of
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Consistent with its objective of encouraging acquisition of new productive
equipment, the credit applies to purchases or construction of new property
without a dollar limit and to $50,000 of used property purchased and put into
service in any one year after December 31, 1961.- Section 46(a) provides a
method for applying the $50,000 limit for certain taxpayers. Married persons
filing separate returns will be limited to a $25,000 ceiling on each return if both
have purchased used property. If only one spouse has purchased used property
for that year, that spouse is entitled to full credit up to $50,000 for such
property. Affiliated corporations will allocate the $50,000 among themselves
6
in proportion to the amount of used property each has acquired. Section
48(c) adds another special rule for partnerships, by which each partnership
may acquire only $50,000 worth of used property in any one year for credit
purposes. This amount will then be allocated to each partner for reporting on
his individual return in proportion to his interest in the partnership, according
to regulations to be issued by the Commissioner. Similarly, under section
48(f), an estate or trust must apportion its $50,000 limit among its beneficiaries in proportion to their rights to income. For subchapter "S" corporations,
section 48(e) provides the $50,000 limit is to be apportioned pro rata among
its shareholders who are such on the last day of its taxable year.
Under section 48(d), a lessor of a new, qualified property may, if he
chooses, permit the lessee to obtain the benefit of the credit. This decision must
be reflected in written statements signed by lessor and lessee, and filed with
the tax returns for the first year of the lease. 7 Where such a decision is made,
the lessee is considered the taxpayer who invested in the property. His investment is considered to be the lessor's basis in the property or, if the
property was constructed by the lessor or by a corporation controlling or
controlled by the lessor, its fair market value. The estimated useful life of the
property in the lessee's hands is considered identical to the lessor's useful
that granted to other property: INT. REV. CODE OF 1954, § 46(c) (3) (A). This Article
will not consider the problems applicable specifically to public utility property. The rates
of credit on non-utility property work out to the following percentages of the full cost
of the property: 8 years or more-7%, 6 to less than 8 years-4 2/3%, 4 to less than

6 years-2 1/3%.
5. INT. REV. CODE OF 1954, §§ 46, 48. For used property, "purchase" has the meaning
set forth in INT. REV. CODE OF 1954, § 179. This excludes from credit any used property
acquired: (1) in tax-free exchanges; (2)

by inheritance or devise; (3)

from a person

to whom a sale at a loss would not be recognized, except that sales between brothers and
sisters are permitted to qualify as purchases; (4) from a member of an affiliated group.
6. The term "affiliated group" is defined more broadly than in its customary usage
(which is to describe corporations filing consolidated returns on the basis of a common
80% stock ownership). In this context "affiliated group" means all corporations in a
chain connected through stock ownership with a common parent. The parent must
own more than 50% of all classes of stock in at least one of the other corporations, and
more than 50% of all classes of stock in such other corporations must in turn be owned
by one or more other members of the group. INT. REv. CODE OF 1954, § 48(c) (2).
7. Treas. Reg. § 16.2-1(d) (1962).
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life, irrespective of the term of the lease. Bear in mind that this arrangement
applicable to leases applies only to new property. If the property is leased to
one lessee, and later to another, the second lessee would be leasing used property, and these provisions would not apply. In no event may the lessor, once
the lessee has taken the credit, avail himself of the credit, even if the lease
term expires, and is not renewed prior to the end of the property's useful life.
The lessee must reduce the amount of each year's rent deductions by the
amount of credit received for the asset involved, under rules to be promulgated by the Commissioner.
Not all types of property qualify for the investment credit. To qualify
the property must be:
Depreciable, or amortizable in lieu of depreciation; and
either of the following:
(a) Tangible personal property, whether or not considered to be
fixtures to real estate under local law; or
(b) Other tangible property but only if such property:
(i) is used as an integral part of manufacturing, production,
or extraction, or of furnishing transportation, communications,
electrical energy, gas, water, or sewage disposal services, or
(ii) constitutes a research or storage facility used in connection
with any of the activities referred to in (a).8
(1)
(2)

However, buildings and their structural components do not qualify. Even if
property otherwise qualifies, the credit is specifically barred where the
property is used predominantly outside the United States, used to furnish
lodging (except for hotels and motels catering predominantly to transients,
and certain non-lodging commercial facilities which are allowed the credit),
used by certain tax-exempt organizations, or used by the United States, any
state or political subdivision, any international organization or any of its
agencies or instrumentalities.'
The credit can be used against the first $25,000 of tax due for a particular
8. INT. REV. CODE OF 1954, § 48. Used property will not qualify if used by a person
or by a person who is related to the person
who used the property before he acquired it,
who used the property before the purchase, under the provisions of INT. REV. CODE OF
1954, § 267.
The fact that property must be depreciable or amortizable means that property for

non-business uses and inventory will not qualify. Property used partly for business and
partly for non-business uses can utilize the credit only for the fraction of the property's
cost represented by the portion of use of the property which is a business use. S. REP.
No. 1881, 87th Cong., 2d Sess. 153 (hereinafter cited as S. REP.).
9. INT. REV. CODE OF 1954, § 48(a). Leasing of such property to these organizations is sufficient to bar the credit. This section has a number of exceptions to its
application, which are of such a limited and specific nature that no further comment is
made concerning them.
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year, plus twenty-five per cent of any tax over the $25,000.10 Any unused credit
can be carried back three years, but not to a year ending on or before
December 31, 1961, and carried forward for five years. 1' When the credit
is not consumed by the end of the eight-year period, or when the taxpayer dies
or ceases to exist with some credit remaining, this is treated as a deduction in
arriving at taxable income for that particular year. 12 The credit must reduce
the basis of the property for purposes of figuring depreciation, and gain or
loss on resale.' 8 The credit is not optional, and the basis of the property must
be reduced, even though in a particular year the credit possibly cannot be
used to reduce income tax because of insufficient tax liability or because of
a net operating loss for that year. In such cases the unused credit may be
carried forward or back under the carryover rules.
DEPRECIATION RECAPTURE PROVISIONS

The second aspect of the Revenue Act of 1962 under discussion is the
recapture-of-depreciation provisions embodied in the new section 1245 of the
Code. This measure was intended to remove the abuses which the Treasury
Department claimed surrounded the purchase and sale of depreciable property.
For years taxpayers could acquire depreciable properties subject to accelerated
depreciation deductions which would offset ordinary income. After the
depreciation deductions had been largely absorbed, the taxpayer could sell the
property, generally at a profit, since the high depreciation deductions usually
had little relation to the decrease in the property's economic utility. Under
section 1231, the profit on such a sale was a capital gain. The effect of this
procedure was to convert ordinary income into capital gain. This was especially
important prior to the 1962 law, in view of the Treasury Department's recent
decision to shorten the useful life of certain property for depreciation purposes,
thereby permitting even more accelerated depreciation deductions. 14 Section
1245 attempts to solve the problem by treating the profit on the sale of
certain depreciable property as ordinary income to the extent of prior (post10. INT. REV. CODE OF 1954, § 46. For husbands and wives filing separate returns,
each is limited to credits equal to $12,500 plus 25% of the tax in excess of that amount,
unless one spouse is not entitled to any credit, in which case the other spouse is entitled to a ceiling of $25,000 plus 25% of the excess: INT. REV. CODE OF 1954, § 46(a) (4).
An affiliated group of corporations is limited to one $25,000 ceiling, spread among
members in any way each member will consent to, and in the absence of consent,
equally over each corporation: INT. REV. CODE OF 1954, § 46(a) (5).
11. INT. REV. CODE OF 1954, § 46(b).
12. INT. REV. CODE OF 1954, § 181.
13. INT. REV. CODE OF 1954, § 48(g). One exception to this rule is the 20% firstyear depreciation allowance. For purposes of this computation, the 20% allowance is
computed without reducing the basis for depreciation by the amount of the credit:
TAx GUIDE FOR SMALL BUSINESS 48 (I.R.S. Pub. No. 334, 1963).
14. Rev. Proc. 62-21, 1962 INT. REV. BULL. No. 30, at 6.
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1961) depreciation deductions. To some degree, the Treasury Department
anticipated this in its application of the Cohn decision whereby depreciation
deductions for the year of sale are disallowed to the taxpayer who sells
depreciable property at a profit. 15 However, the scope of section 1245 is much
broader than that of the Cohn decision.
To come under section 1245 the property must meet certain conditions, 16
which are almost identical to those applicable to property qualifying for the
investment credit.
(1) It must be depreciable. However, note that for investment credit
purposes the property must be depreciable or amortizable in lieu of depreciation. Is amortizable property, such as leasehold improvements, free of the
ordinary income taint of section 1245 ? With respect to other sections of the
Code dealing with "property ...

subject to an allowance for depreciation" the

Tax Court has determined that leasehold improvements subject to amortization are to be treated as depreciable property.17 For this reason it is doubtful
that the exclusion of the word "amortization" from section 1245 has created a
loophole in the law.
It must be either of the following:
(a) Personal property other than livestock. Personal property may
be either tangible or intangible, which differs from the investment credit
provision which only involves tangible property.
(b) Tangible other property, which is not a building or its structural component, whose basis has been reduced by post-1961 depreciation
and which has been used
(i) as an integral part of manufacturing, production or extraction, or for transportation, communications, electrical energy,
gas, water, or sewage disposal services, or
(ii) constituted research or storage facilities in connection
with (i).
(2)

These provisions in (2) have the same meaning their counterparts do for the
investment credit.
Under section 1245, there are no useful life limitations, nor limitations
as to the uses to which the property may be put, as there are with the invest15.

Cohn v. United States, 259 F.2d 371 (6th Cir. 1958) ; Rev. Rul. 62-92, 1962

INT. REV, BULL.

16.

No. 26, at 9.

INT. REV. CODE OF 1954,

§ 1245(a) (3).

17. Tom F. Baker, III, 38 T.C. No. 2 (April 4, 1962) (INT. REV. CODE OF 1954,
§ 1239). INT. REV. CODE OF 1954, § 1245, covers amortization under INT. REv. CODE OF
1954, § 168, for emergency facilities, pursuant to Treasury Department permission; other
forms of amortization not included specifically in its provisions may, through judicial

interpretation, ultimately be included under the rule of the Baker case.
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ment credit. Post-1961 depreciation includes the special twenty per cent first
year depreciation allowance provided by section 179. The reduction of basis
for depreciation purposes required by the investment credit rule is not considered to be depreciation for the purposes of section 1245. Where the basis
for one asset is carried over from one person to another, post-1961 depreciation includes any depreciation taken after 1961 by the transferor of such
property.
PROBLEMS INVOLVED

IN DISPOSITION OF QUALIFYING PROPERTY

"Qualifying property" here refers to property subject to either the
investment credit or depreciation recapture rules, or both. Because dispositions of qualifying property create problems of additional tax (for the
investment credit) and realization of ordinary income (for depreciation recapture), these two undesirable elements are conveniently discussed together.
Events Involving Recapture of Investment Credit
In order to prevent the pyramiding of credits on a fast turnover of assets,
the Code provides for a recapture of the credit, if before the end of the period
of estimated useful life the property is disposed of, or ceases to be the kind of
property which would qualify for the credit.18 An imaginative taxpayer could
acquire property and utilize the credit, then dispose of the property and
acquire new property, thereby gaining additional credit for tax-reducing
purposes. The recapture rules avoid this problem. Where property qualifying
for the credit is obtained and the credit is calculated on the basis of its
estimated useful life, the premature disposition of such property, and certain
other events, will result in the recapture of either the full amount of the
credit or a fraction thereof based on the property's actual useful life. For
example, an investment credit may have been taken on the assumption that
an asset had a useful life of eight years. Seven per cent of the purchase price of
that asset would have been utilized as a credit under these circumstances.
However, if the taxpayer then disposes of the asset in the sixth year of its
useful life, the permissible credit is reduced to seven per cent of two thirds of
the cost of the property. Under the recapture provisions, the amount of excess
credit taken is added to the taxes due in the year of disposition. If the asset
is disposed of after less than four years of use, the full amount of the credit
initially taken is added to the taxes due in the year of disposition. It should be
noted that the premature disposition of property on which the credit was
taken requires an addition to the taxes due for the year of disposal, or,
where applicable, the year in which such property ceased to be qualified for
18.

INT. REv. CODE OF 1954, § 47.
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the credit. 19 Carrybacks and carryovers of unused credits must also be re20
computed where a premature disposition of the property occurs.
Nearly all transfers of qualifying property will constitute dispositions
invoking the recapture rules. This would include sales, exchanges, distributions, involuntary conversions and even gifts. 2 1 Where a lessor has elected to
permit his lessee to have the credit, the termination of the lease prior to the
end of the estimated useful life of a leased property will constitute a disposition
by the lessee.2 2 The recapture rules also apply to qualifying property which is
later put to a disqualifying use. 23 For example, where a hotel or motel changes
its clientele so that it does not cater primarily to transients, a disqualifying use
occurs. Likewise, should property be leased to a tax-exempt organization,
an international organization, a governmental organization, or if such property
be withdrawn from business or income-producing purposes, a disqualifying use
occurs.
A lease of the property by the taxpayer who originally acquired it and
took advantage of the credit is not generally considered to be a disposition.
However, if a taxpayer desiring to avoid the credit recapture rule should
lease the property merely to extend its holding period to that of the useful
life estimated for credit purposes, the Committee Reports state that such a
lease may be viewed as a disposition. 24 The Committee Reports say that if
a property owner leases property which he would ordinarily dispose of by
sale or exchange, and it appears that the purpose is to avoid having the
credit reduced, the lease will be treated as a disposition. Since the factors
which enter into a judgment of this sort are largely subjective, we may
anticipate problems as to whether a given lease of the property constitutes
a disposition. It would seem that any owner of property who was aware
of the tax law would certainly have in mind, to some degree, the fact that
the lease of the property would avoid the recapture rules. Whether the
Committee Reports are to be interpreted in such a broad, all-inclusive fashion
remains to be seen.
Dispositions invoking the recapture rules can arise from transactions
not directly involving the property itself and which are of inherent importance
in the area of business acquisitions. For example, a partner who disposes of
his partnership interest, a stockholder who disposes of his stock in a subThe addition to tax is in the amount of credit previously taken: INT. REV. CODE
There is no interest or penalty element. The general effect is
akin to having borrowed the amount of the credit without interest.
20. TNT. REV. CODE OF 1954, § 47(a)(3).
21. H.R. REP. No. 1447, 87th Cong., 2d Sess. A8 (hereinafter cited as H.R.).
19.

OF 1954, § 47(a)(1).

22.

S. REP. 149.

23.
24.

S.

NT. REV. CODE OF
REP. 149.

1954, § 47(a)(1).
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chapter "S" corporation, or a beneficiary who sells his interest in an estate
or trust will be deemed to have disposed of his pro rata share of any qualifying property owned by the partnership, subchapter "S" corporation, estate
25

or trust.

There are limited exceptions to the application of the recapture rules.
One exception arises when a qualifying property is transferred by reason of an
individual taxpayer's death. In this event the recapture rule is ignored and will
not apply.26 The report of the Senate Finance Committee indicates that in such
cases qualifying property will be deemed to have been held by the decedent for
the useful life which he originally estimated. Apparently, the person who
acquires the property from the decedent may then dispose of it, and no
adjustments will be required. Another exception is that the recapture rules
do not apply to a transfer of property in a transaction to which section
381 (a) applies, which would involve corporate reorganizations such as
mergers, consolidations, certain liquidations of subsidiaries into parents, and
exchanges of assets for voting stock. 27 In these situations, there is a tacking
on of the holding period whereby the transferee corporation inherits the
recapture-liability characteristic of the property from the transferor. Thus,
contrary to cases of property acquired by death, if the acquiring corporation
disposes of the assets within the period of useful life originally estimated by
the transferor, appropriate additions to the acquiring corporation's tax
liability will have to be made under the recapture rules. One other exception
to the recapture rules applies where there has been "a mere change in the
form of conducting a trade or business. ' 28 The exception applies only to
cases where an entire trade or business is transferred to another entity.2 9

This provision covers transactions where a taxpayer transfers property to a
partnership or corporation in which he has an interest, whether or not he is
in control of the partnership or corporation, and whether or not the transfer
was part of a tax-free exchange. There is no disposition so long as (1)
the property is retained in such trade or business as qualified property, and
(2) the taxpayer retains a substantial interest in such trade or business.
Undoubtedly, in the future, there will be questions as to what properties relate to what trades or businesses and questions concerning what is meant by
the word "substantial." That the taxpayer must retain a substantial interest
25.

26.

INT. REV. CODE OF
INT. REV. CODE OF

1954, § 48(e), (f).

1954, § 47(b). This includes transfer to the surviving

owner of a decedent's interest held in joint tenancy.
27. Ibid.
28. Ibid.
29. H.R. A15, A16. Transfer of qualified property in a tax-free § 351 transaction,
whereby a business is transferred from a proprietorship or partnership to a corporation,
would be deemed a disposition of that property unless the trade or business for which
the property was used is also transferred.
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in the trade or business apparently means that the taxpayer should own a
substantial portion of the business both before and after the change of form.
Questions concerning retention of a substantial interest in the business will
be raised by transactions where a taxpayer may incorporate his business, and
then sell at a later date some of his stock in the corporation to another party.
The same question may also arise where assets are transferred to a partnership, and then partnership interests are sold to varying extents among
different parties. In these cases the government may argue that the taxpayer did not retain a substantial interest in the entity upon either incorporation or formation of the partnership. Similarly, if a corporation
transfers a trade or business to a newly formed corporation, and then distributes the stock of the new corporation to its stockholders, an adjustment in
credits may be required, since the distributing corporation will not have
maintained a substantial interest in the trade or business which it transferred
to the new corporation. In each of these cases the transferor is having his
interest in the business reduced. To what extent will the requirement of a
continuing substantial interest in the business be affected by transactions of
this sort which are reasonably independent of the original decision to incorporate or to form a partnership? The House Reports indicate that each
transferor must retain his substantial interest for the entire estimated useful
life of any qualifying property transferred.30 Under the "step transaction"
doctrine, the government may argue in these cases that the taxpayer has not
retained a substantial interest in the entity for the required period of time,
thus triggering the recapture rules.
Neither the Revenue Act of 1962 nor the committee reports discusses a
corporate liquidation with a business continuing in unincorporated form.
Arguably, this could qualify as a mere change in the form of doing business.
However, technically, the statute requires that the taxpayer must retain a
substantial interest in the former business. When a corporation liquidates,
it can easily be said that it does not continue to exist and therefore cannot
legally continue to have an interest in the business. For this reason, it would
appear that distributions by a corporation in liquidation of qualifying property,
even where the business is continued in unincorporated form, would result in
the recapture rules being applied to the corporation.
The above discussion centering upon transactions which constitute "a
mere change in the 'form of conducting a trade or business" indicates the
great care that must be taken in arranging for the incorporation or liquidation
of a business, or in establishing a partnership, where qualifying property
is to be transferred from one form of entity to another. These recapture
30. H.R. A16.
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provisions may constitute traps for the unwary, and they demand serious
attention to avoid wherever possible the additional tax thereby imposed.
An unsettled question is whether the revocation of a subchapter "S"
corporation's election will constitute a disposition. Likewise, the termination
of an estate or trust raises the question whether this event will constitute a
disposition for this purpose. Special rules apply in the event of the involuntary
conversion of qualified property, and for property held by utility companies. 3 1 However, since these are not of immediate importance to the topic
of business acquisitions, they will not be treated further here.
Whenever the qualifying property is prematurely disposed of, or put
to a disqualifying use, and the credit or a portion of it is added to the tax
due in the year of disposition or disqualifying use, the basis of the property in
question is increased in the same amount. 32 This is to avoid double taxation
since, at the time of acquiring the property, its basis had been reduced by the
amount of the initial credit. On a disposition of such property, this addition
to basis prevents the gain to be realized from being increased by the amount of
credit recaptured, so that the taxpayer need not suffer the double burden of
an additional tax and an additional gain on such disposition.
Events Involving Recapture of Depreciation
As is the case with recapture of the investment credit, a wide span of
activities can create ordinary income under section 1245. The disposition of
such property during a taxable year beginning after December 31, 1962,
brings the provision into play. Any gain realized on the sale, exchange or
other disposition (including transfers incidental to corporate distributions
and involuntary conversions3 3 ) of such property to the extent of any depreciation taken after December 31, 1961, 34 is treated as ordinary income. Profit
in excess of post-1961 depreciation is capital gain or ordinary income,
depending on the general provisions of the tax law other than section 1245.
Section 1245 overrules sections of the Code which previously permitted a
tax-free sale or other disposition of qualified property. 3 For example, under
section 337, the one-year liquidation section, a corporation liquidating within
a one-year period may make sales or exchanges within that period free of
INT. REV. CODE OF 1954, § 47(a)(2), (4).
32. INT. REV. CODE OF 1954, § 48(g)(2).
33. S. REP. 13.
34. Taxpayers may take a special 20% first-year depreciation allowance and
amortization, in lieu of depreciation occurring after 1961: INT. REV. CODE OF 1954,
§ 1245 (a) (2). The reduction of basis by the investment credit is not considered depreciation for this purpose: S. REP. 96-97. If the basis of an asset is carried over from
another person, depreciation also includes depreciation taken since 1961 by the transferor
of that property: INT. REV. CODE OF 1954, § 1245(a) (2).
35. INT. REV. CODE OF 1954, § 1245(d).

31.

1963]

REVENUE ACT OF 1962

tax on any resulting gain. The amount of gain covered by the recapture
rules is now taxable in these one-year liquidations. The same is true of
the following situations where transfers formerly tax free are now taxable
under 1245: (1) qualifying property distributed by a corporation to its
stockholders as a dividend; (2) qualifying property distributed in complete
or partial liquidation of a corporation ;36 and (3) distributions of installment obligations arising out of the sale of qualified property, distributed
by a subsidiary corporation in liquidation of its assets to its parent under
7
special rules applicable to two-year liquidations.
The statute provides a list of exemptions to the recapture rules intended
to cover dispositions in which the carryover of basis to the transferee may
result in the ultimate treatment of gain as ordinary income when the transferee disposes of the property."' The unifying idea for these exceptions is
that realization of ordinary income should be deferred where the transfer
is tax free under present law and, in conjunction with this tax-free status,
the transferor's basis, as well as the ordinary income potential of post-1961
depreciation, carries over to the transferee. Thus, a gift is not considered to
invoke the recapture rules. When the donee disposes of the qualifying property, he will realize the ordinary income .3 Note that this is at variance with
the rules applicable to the investment credit and gifts. Similarly, with respect
to transfers at death, there is no ordinary income realized. Here, however,
because the estate or heirs get a new basis for the property, no carryover of
potential income to the estate or heirs results. 40 In addition, the following transactions, which are generally tax free with a carryover basis from transferor
to transferee, do not result in ordinary income under section 1245:41
(1) liquidation of subsidiaries under section 332;42 (2) transfers to a controlled corporation in return for stock or securities;43 (3) a transfer by a
36. S. REP. 97.
37. These rules are applicable to two-year liquidations by which the parent will
obtain a new basis for the property it receives in liquidation: INT. REV. CODE OF 1954,
§§ 453(d) (4) (A), 334(b) (2).
38. INT. REV. CODE OF 1954, § 1245(b).
39. S. REP. 97.
40. INT. REV. CODE OF 1954, § 1245(b) (2). But where a sale has been made before
death and the gain thereon is treated as the decedent's income under the provisions of
INT. REV. CODE OF 1954, § 691, such income will be taxed to the estate or heirs as
ordinary income under § 1245.
41. INT. REV. CODE OF 1954, § 1245(b) (3); however, if any gain is realized in
these transactions as the result of receiving boot or other non-qualifying property, then
to that extent ordinary income may result.
42. But if the liquidation qualifies under the special three-year liquidation by which
the parent corporation would receive a stepped-up basis for the properties it receives,
ordinary income will result from any qualifying property distributed by the subsidiary
corporation to the parent.
43. This covers the ordinary incorporation of a going business, and none of the
problems which are attendant to the investment credit and incorporation is applicable
here.
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corporation which is a party to a reorganization of property solely for
stock or securities in another corporation which is also a party; (4) reorganizations and certain receivership and bankruptcy proceedings; (5) contributions of property to a partnership in exchange for an interest in the
partnership. 44
A special rule applies where section 1245 property is contributed to a taxexempt organization. If such an organization is considered to be a charitable
one, contributions to which are deductible, no income as such is realized when
a contribution is made in the form of section 1245 property. However, the
donor of such property must reduce the amount of his charitable contribution
by the amount which would have been treated as ordinary income, if the
property were sold. 45 The effect of this is to make these contributions taxable.
Furthermore, section 1245 expressly requires a transferor to recognize gain
upon a transfer of qualifying property to an exempt organization (other than
a farmers' cooperative) in exchange for stock and securities in the exempt
organization. 46 The transferor is required to recognize income in this case
because a subsequent disposition of the property by the exempt organization
would not ordinarily give rise to the realization of income. In the absence
of such a provision taxing ordinary income to the transferor, the post-1961
depreciation would escape taxation altogether.
A special rule also applies to like-kind exchanges.4 7 Where there is a
like-kind exchange of property held for production or investment, ordinary
income will be recognized only up to the amount of any gain plus the fair
market value of non-depreciable or other non-qualifying property not already
taken into account in figuring the gain. The reason for adding the nonqualifying property is that otherwise there would be no subsequent opportunity, on the sale or other disposition of this non-depreciable or nonqualifying property, to tax amounts taken as depreciation deductions on the
property given in exchange.
Special rules apply also to qualifying property distributed by a partnership to a partner. 48 The ordinary income potential of post-1 9 61 depreciation
44. This provision is somewhat at variance with its counterpart for the investment
credit. See p. 236 supra.
45. S. REP. 97.
46. INT. REV. CODE OF 1954, § 1245(b) (3).
47. INT. REV. CODE OF 1954, § 1245(b) (4).
48. INT. REV. CODE OF 1954, § 1245(b) (6). The 1962 Act further amended §§ 736
and 741 (and see § 751) by which sales of partnership interest and distributions by
partnerships create ordinary income to the extent provided by § 1245. An interesting
question arises where a partner sells his partnership interest. The selling partner
realizes ordinary income under § 1245. What happens to the purchaser if the partnership subsequently sells the § 1245 property? Will the purchaser then realize his share of
the ordinary income derived from depreciation taken prior to the date of his purchase?
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assumed by the partnership on property (including that picked up from an
earlier transferor to the partnership) follows the property to the partner
receiving the distribution. However, in computing the amount of taxable
ordinary income attributable to depreciation when he subsequently disposes
of the property, the amount is limited to the gain which would have resulted
if the property had been sold by the partnership at the time of its distribution,
reduced by the amount of ordinary income, if any, taxed to the partner on the
distribution itself. Furthermore, with respect to the sale or liquidation of
partnership interests, the definition of unrealized receivables held by a
partnership has been expanded to include the potential ordinary income
liability of depreciable property. Thus, to the extent of post-1961 depreciation, ordinary income will result from the sale of a partnership interest,
a liquidating distribution to a retired or deceased partner or a disproportionate
distribution.
The statutory formula for the computation of ordinary income under
section 1245 depends upon a "recomputed basis." This term means the
normal adjusted basis of the property, increased by all depreciation deductions and deductions for amortization of emergency facilities which have
reduced the basis during periods after December 31, 1961. In the case of
a sale or exchange, the ordinary income is the amount by which the
lower of the amount realized on the sale or exchange or the recomputed
basis exceeds the adjusted basis. In other words, the portion of the realized
gain attributable to post-1961 depreciation and amortization of emergency
facilities is ordinary income. Where the property is not disposed of by sale
or exchange, as with a corporate distribution as a dividend, or in liquidation,
the amount treated as ordinary income is the excess of the fair market value
of the property on the date of disposition, or its recomputed basis, whichever
is lower, over its adjusted basis. For example, if a liquidating corporation
distributes to a stockholder section 1245 property which has an adjusted
basis of fifty dollars, a recomputed basis of eighty dollars, and a fair market
value on the date of distribution of seventy-five dollars, twenty-five dollars
of the gain would be taxed as ordinary income under section 1245.
Unlike investment credit recapture rules, no specific provision is made
for the taxation of the sale of stock in a subchapter "S" corporation, nor the
sale of interests in a trust or estate by the beneficiaries thereof. Section 1245
merely provides that "where section 1245 property is disposed of," ordinary
income will follow. The taxpayer's interest in the stock of a subchapter "S"
corporation, or in an estate or trust, is nowhere specifically defined as
section 1245 property. On the other hand, dispositions of partnership interests
are specifically covered by an amendment to section 751, the collapsible
partnership provisions. Another express provision states that section 1245
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will not affect the collapsible corporation rules. 49 However, interests in
subchapter "S" corporations, estates and trusts are specifically provided for
in the investment credit recapture rules. 50 Therefore, it appears that a shareholder in a subchapter "S" corporation, or a beneficiary of a trust or estate,
may sell his interest in such entities and avoid the ordinary income aspect:
of recapture rules. The subchapter "S" corporation, the estate or the trust:
would, as owner of the property, retain the taint of ordinary income on the
property and would be taxed when it disposes of the property.
In view of the enactment of section 1245, certain changes in the depreciation rules under section 167 were made by Congress. 51 In 1962 and subsequent
years, taxpayers are permitted to elect to reduce the amount of salvage value
taken into account in determining the basis for depreciation purposes for
depreciable personal property (except livestock) having a useful life of
three years or more, by an amount not exceeding ten per cent of the basis
of the property. A further amendment permits taxpayers now using a declining
balance or sum of the years digits depreciation method to elect to switch to
the straight-line method without the prior consent of the Commissioner. The
first election will permit higher depreciation deductions, which will then be
subject to recapture under section 1245 at the time of disposition of the
property in later years. The second election will enable taxpayers to level
out their depreciation deductions and, accordingly, to level out the ordinary
income impact of section 1245 at the time of the property's disposition.
CONSIDERATIONS

IN

PLANNING

BUSINESS ACQUISITIONS

Almost every business acquisition involves the disposition of tangible
personal property, either a present disposition or one contemplated in the
future. To some degree, the burden of the recapture of the investment credit
and post-1961 depreciation can be placed where the parties desire to put
it if they are alert enough to give this matter adequate consideration. In
situations where these items come to a substantial amount, they will un-doubtedly form an important consideration in determining the price or value
of any property transferred in an acquisition.
Direct Purchase of Assets
The simplest form of acquisition is the direct purchase of assets, or an
exchange of assets for cash and other property or obligations. In this situation
the seller would be involved both with the recapture of the investment credit
and the recapture of post-1961 depreciation deductions. With respect to the
49.
50.

51.

INT. REV. CODE OF 1954,
INT. REV. CODE OF 1954,
INT. REV. CODE OF 1954,

§ 341(e) (12) ; note 48 supra.
§ 48(e), (f).
§ 167(e), (f).
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post-1961 depreciation, the seller can utilize the installment method of reporting his income.52 This would have the effect of spreading the ordinary
income element over several years, thereby achieving a lower effective tax
bracket than would be the case if all the ordinary income were lumped in
one year. However, with respect to the recapture of the investment credit,
it would seem that it must not be paid in installments but as an immediate
addition to the tax in the year in which the property is disposed of. In
certain situations, it may be advisable for the seller to make gifts of the
property involved to his children or close family members. The benefit here
would be to spread the income to be derived from the recapture of post-1961
depreciation over as many taxpayers as possible. This would not be effective
with respect to the recapture provisions of the investment credit, since gifts
do invoke the recapture rules. Of course, any purported gifts which are made
immediately prior to a sale of the property involved may be ignored by the
Internal Revenue Service, if it concludes that the gifts were made solely for
the purpose of tax avoidance, or were part of a "step transaction" leading
directly from the seller to the ultimate purchaser.
From the buyer's standpoint, he would have the benefit of receiving the
investment credit on used property to the extent that his acquisition of used
property did not exceed $50,000 for that particular year. 53 If the amount of
the used property which the buyer would be acquiring is in excess of $50,000
in any one year, the transaction might be arranged so that the assets could
be acquired one portion in one year, and another portion in the following
year, thereby getting two opportunities to use the $50,000 limit with respect
to the used property, and maximizing the number of potential credits available.
One thing that will be required in every case in which the investment
credit and depreciation recapture provisions play their part is that the price
for a going business must be allocated among the specific assets involved to
determine accurately what amount is received for each item of qualified
property. It would be difficult to compute the ordinary income element
under the depreciation recapture rule unless a price could be established for
each asset having such depreciation. With respect to the investment credit,
the element of price is not quite as significant. In allocating price among
various assets, the buyer will naturally be tempted to allocate the bulk of
the purchase price to inventory items or to tangible depreciable property.
Insofar as the seller is concerned, he will be anxious to minimize the allocation
52. It should be borne in mind at all times that, although gain on the disposition
of qualified property may have to be reported as ordinary income rather than as
capital gain, it will have no effect upon the time for reporting the income, nor the
taxpayer's method of accounting.
53. It is assumed that the buyer is acquiring property already put into service by

the seller.
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of purchase price to these items, because this allocation would increase ordinary income to him.5 4 Likewise, the allocation of purchase price to qualified
property will increase the seller's ordinary income to the extent of post-1961
depreciation. Certain items, such as land, buildings, and structural components
are not subject to either the investment credit or depreciation recapture rules.
Accordingly, price allocations to such assets would still have the desirable
effect of creating capital gain for the seller and, except for land, depreciable
property for the buyer without the imposition of the recapture penalties. However, under an extension of the Cohn case, it has been held that the sale of
buildings and other depreciable assets in the nature of real estate at a price in
excess of its basis, can result in the disallowance of depreciation deductions in
the year of sale. 55 This provision is based on case law, rather than on the 1962
Act. Nevertheless, the loss of depreciation in the year of sale may yield less
ordinary income than would the taxation of post-1961 depreciation in its
entirety on tangible personal property. Accordingly, the seller will attempt,
where possible, to allocate a large portion of the purchase price to this type of
asset. The buyer, under these circumstances, will receive depreciation deductions to recoup his investment in buildings and structural components, but not
in land. Even with respect to buildings, the depreciation must usually be taken
over quite a long period of time and therefore, this advantage through depreciation may be a limited one. The seller would also be anxious, if possible,
to allocate a portion of the purchase price to goodwill. However, from the
buyer's standpoint, goodwill is an anathema, being non-amortizable and nondepreciable. 56
Under certain circumstances, the seller may be content to enter into a
lease agreement with the buyer, converting a purchase or sale into a leasing
transaction which may qualify to avoid the investment credit recapture
rules. 57 Nor would recapture of post-1961 depreciation apply to leases.
However, the rental proceeds are all ordinary income for the seller, which is
undesirable unless the amount of these rentals is adjusted upwards to compensate for this factor.5 s In other words, if lease adjustments create a high
enough aggregate rental, the seller may be tempted to forego direct sale. It
will be apparent that such a procedure would be appropriate in a limited
54. INT. REV. CODE OF 1954, § 61(a)(2).
55. Randolph D. Rouse, 39 T.C. No. 7 (Oct. 10, 1962).
56. Treas. Reg. § 1.167(a)-3 (1956), as amended, T.D. 6452, 1960-1 CuM. BULL.
127.
57. The transaction will qualify so long as the intention of the would-be seller
is not to avoid the recapture rules, and a long term lease ought to be sufficient evidence
for this purpose. See note 24 supra and accompanying text.
58. Bear in mind, however, that rental payments are received over a period of years,
thereby involving lower brackets than would a sale or purchase with the credit recaptured and the post-1961 depreciation both taxable in one year.
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number of instances where the parties can agree upon a rental which would
be sufficiently higher in the aggregate than the purchase price to compensate
for the additional tax burden imposed thereon. From the buyer's standpoint, a lease arrangement may be more desirable inasmuch as ordinary
deductions are available with respect to the rentals paid, and generally the
lease arrangement will not operate to diminish his working capital to the
same extent as would a direct purchase.
Where a corporation is the seller, the special provisions exempting from
tax such sales as are made during the one-year liquidation period will not
apply.5 9 Section 1245 specifically overrules section 337 in this respect. 60
For this reason, corporate vendors will have the same problem as individual
vendors in determining the course of action they should take. The corporate
seller cannot avoid the tax "penalties" by distributing the property to its
shareholders in liquidation, with the shareholders subsequently selling the
property to the purchaser because both the credit and the post-1961 depreciation recapture rules apply to corporate distributions in liquidation, partial
liquidations, or as dividend distributions. For the corporate seller contemplating use of the one-year liquidation, it will now be a question whether
there is sufficient "untainted" profit in such a sale to justify the use of section 337.61
Care should be taken in the timing of purchases and sales to see that
the investment credit recapture rules are not invoked, where a slight delay
in timing would have resulted in no additional tax or at least in a reduced
addition to taxes. For example, a property with an estimated eight-year
life would have the full investment credit taken thereon. If, at the end of
three years and eleven months of use a sale occurred, the entire amount of
investment credit taken would be added to the seller's tax in the year of disposition. However, if the property were kept another month or two, so that
it had been in use for four years, the taxpayer would be entitled to an investment credit, based on actual use, of seven per cent of one third of the
cost of the property. Accordingly, when the disposition occurs after the
fourth year, pursuant to a delay of one or two months as suggested, the
addition to the tax for the seller in the year of disposition would be only
seven per cent of two thirds of the original cost of the property to the seller.
A review of the timing involved for all assets subject to the investment
credit is imperative to determine just how much of the original credit taken
can be saved by the seller in the year of disposition.
INT. REV. CODE OF 1954,
60. 1NT. REV. CODE OF 1954,
61. Nor will the special
§ 1245 overrides the non-taxable
1954, § 1245(d).
59.

§ 337.
§ 1245(d).
one-month liquidation provisions be applicable, since
distribution aspects of § 333 as well: INT. REV. CODE OF
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Timing is of immediate importance for any taxpayers who are presently
contemplating sale of their assets, or the liquidation of their businesses.
Section 1245 applies only to dispositions in taxable years beginning after
December 31, 1962. Thus, a fiscal-year taxpayer, whose fiscal year begins,
say, on November 1, 1963 may still sell his assets or make any other disposition thereof prior to that date without coming under section 1245. This
would apply not only to corporations contemplating liquidation or use of
section 337, but also to taxpayers contemplating gifts of property to charity.
However, under the rule of the Cohn case, if a sale of the property is in62
volved, depreciation in the year of the sale may be disallowed.
Sale of Interests in Partnership, Subchapter "S" Corporations,and Trusts
and Estates
For partnership planning, it seems to make little difference whether the
partnership sells its assets or whether an individual partner sells his interest
in the partnership to a particular buyer, since a sale of a partnership interest
will invoke both the investment credit and post-1961 depreciation recapture
rules. With respect to the sale of stock in a subchapter "S" corporation,
the seller would be subject to investment credit recapture but not to the
post-1 9 61 depreciation recapture provisions. It is somewhat unclear what
happens to the buyer. Presumably, having purchased the subchapter "S"
stock, if he were to consent to the continuation of the subchapter "S" election, as is provided for in the regulations, he would be subject to his share
of the post-1961 depreciation recapture rules when the subchapter "S" cor-.
poration sells the property. Accordingly, where a purchaser is considering
acquiring the stock of a subchapter "S" corporation and desires the continuation of that election, he should be most careful that the ordinary income
potential from these assets be reflected in price considerations. With respect
to the sales of interests in estates or trusts, the considerations involved
appear to be the same as for the sale of stock in subchapter "S" corporations: the investment credit recapture provisions apply and the post-1961
depreciation provisions apparently do not.
Purchase and Sale of Corporate Stock
Prior to the 1962 Revenue Act, there was relative freedom in arranging
corporate acquisitions. Generally, the corporate stockholders wanted to avoid
two capital gains taxes, one to the corporation selling its assets, and one
to the stockholders when the corporation distributed the proceeds of the sale
62. But this depreciation may be less than the total depreciation deductions
taken after 1961. Furthermore, the Cohn rule has not yet been interpreted so broadly
as to include dispositions other than sales, so that a non-sale disposition prior to the
beginning of the first fiscal year after 1962 may avoid both rules.

1963]

REVENUE ACT OF 1962

to them in liquidation.6 3 Stockholders could accomplish this under section 337, the one-year-liquidation provision. Where section 337 was not
available or desirable, the stockholders could liquidate the corporation and
receive the assets as liquidating distributions. They would then pay a capital
gains tax on the fair market value of the property so received, and the basis
of this property would be stepped up to that amount. At that point, the
stockholders could sell the assets at a price equal to their fair market value
to the buyer. No tax was due on this sale to the buyer, since the sale proceeds were equal to the new basis for the property. 64 This form of transaction was subject to the various problems familiar to us under the doctrine
of the Court Holding Company case.6 5 In these transactions, the buyer
would want to obtain a basis for the assets of any business acquired commensurate with the price he would pay. Where the buyer purchased assets
directly from the selling corporation, this posed no problem. However, if
the selling stockholders wanted to sell their stock, rather than the corporation's assets, thereby eliminating the need for liquidating the corporation
under section 337, the buyer would be faced with the problem of obtaining
a basis for the assets equal to the purchase price he was going to pay for
the stock of the corporation. The mere purchase of stock from the selling
shareholders would not affect the basis of the assets of the corporation which
was sold. Where the price for the stock was higher than the basis of the
assets of the corporation, the buyer could not depreciate this excess cost.
To obtain the stepped-up basis, the buyer would have to liquidate the
corporation under the provisions of section 334(b) (2) or under the rule
of the Kimball-Diamond Milling Co. case. 66 In this fashion, the buyer would
obtain a basis for the assets he received in liquidation which would be equal
to the price he paid for the stock. The end result for the buyer would be
much the same as if he had purchased the assets directly from the selling
corporation.
Under the 1962 Act, one must be careful because the relative degree
of freedom previously existing is not present. The point to be emphasized
is that someone is going to be hit with the investment credit and post-1961
depreciation recapture rules. If the corporate seller sells assets, pursuant to
section 337, it will realize ordinary income and have the addition to income
tax liability from the post-1961 depreciation and investment credit recapture
rules. If the stockholders of the selling corporation liquidate the corporation
before the sale occurs and then attempt to sell, as stockholders, the assets
63.

See Court Holding Co. v. Commissioner, 324 U.S. 331 (1945).

64. Cumberland Pub. Serv. Co. v. United States, 338 U.S. 451 (1950).
65.

Supra note 63.

66. 187 F.2d 718 (5th Cir. 1951).
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to the purchaser, both rules will apply to the corporation's distribution in
liquidation to the shareholders. If the sellers are successful in persuading
the buyer to purchase their stock and the buyer then wishes to liquidate
the corporation in order to obtain a stepped-up basis for depreciation on the
assets held by the corporation in an amount equal to his purchase price for
the stock, he will have to liquidate the corporation, in which event he will
find that the corporation has the tax liability under the credit and recapture
rules and that, as transferee, he has picked up these liabilities. Under any
circumstance, it would appear that the tax "penalties" involved here would
be applicable. The only question is who would bear these costs, buyer or
seller. The transaction could be arranged to accomplish either result.
Corporate reorganizations, such as mergers, assets or stock exchanges,
spinoffs, and liquidations of subsidiaries into parents, all involve a carryover
basis from one corporation to another, and except to the extent that "boot" is
involved, neither recapture rule will apply, but will be deferred until such
time as the acquiring or surviving corporation disposes of these assets. In
negotiating the value of the stock and assets which will change hands in the
course of such reorganization exchanges, the parties should bear in mind
these tax liabilities.
To avoid the liabilities of the section 1245 rules, there is every incentive
for a seller to incorporate. If the seller incorporates in such a way that there
is no substantial change in the form of doing business, and he maintains a
substantial interest in the corporation, he will not be subject to the investment credit recapture rules at that time, unless he sells his interest prior to
the expiration of the originally estimated useful life of the qualified property.
He would not be subject to the depreciation recapture rules, which generally exclude incorporations without condition. With respect to the corporation's tax picture, it would be taking a carryover basis for the property
and would be subject, at its disposition of the property, to both recapture
rules.67 However, if the corporate stockholder sells his stock, he avoids
section 1245. Should the buyer purchase stock and wish to receive the
stepped-up basis for the assets of the corporation through a liquidation,
he would have the problem of the corporate stockholder mentioned previously.
Therefore, if both buyer and seller are equally informed, the incorporation of
the business does not readily yield an advantage. However, if the buyer
is content to let the seller have his capital gain, the incorporation of the
seller's business may be an appropriate procedure.
67. It is assumed that where property is transferred to a corporation in a "mere
change in the form" of business, a subsequent disposition of the property by the
corporation makes the corporation, not the stockholder, responsible for the recapture of
the credit. The law is not clear on this point. Knickerbocker, New Investment Credit,
43 PRAC. LAW. 77 (1962).
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CONCLUSIONS

It may be that in the future the impact of the recapture rules will be
reduced through the ingenuity of taxpayers and their advisors; at this
point, however, it would appear that there is no safe way of avoiding their
consequences in the ordinary situation. For this reason, buyers and sellers
should be aware of the potential liability involved, and with respect to these
two items, should establish their prices for the purchase and sale of their business accordingly. It will be readily appreciated that the Revenue Act of 1962
has added two factors of wide significance to business planning, and that these
factors require specific examination in the case of every business acquisition.
A word might be said concerning the wisdom of these provisions from
the standpoint of the economic goals they were designed to foster. Initially,
the investment credit may provide an incentive for acquiring qualifying
production facilities. Already there has been much advertising among equipment vendors extolling the advantages of the credit to their prospective buyers.
However, because of the operation of the credit and post-1961 depreciation
recapture rules, persons acquiring qualifying property may be loathe to
dispose of this property. Where property becomes obsolete prior to the
expiration of its estimated useful life, the two recapture rules provide a
"penalty" which may discourage replacement of such obsolete property with
new property. The effect upon our collective production facilities, in such
a case, would be a poor one. The theoretically correct answer would appear
to be that if the taxpayer's estimate of useful life is accurate, the problem
would not arise. In this day of rapidly changing technology, however, it is
doubtful whether taxpayers can have such foresight as to predict accurately technological obsolescence. These provisions carry a further hindrance
to replacing property prior to the expiration of its initial estimated useful life.
Depreciation deductions are often regarded as a method by which reserves
are established from which new equipment may be acquired to replace old.
This may not be the accountant's concept of depreciation, but it is often the
view of the businessman. In an inflationary economy, the funds reflected in a
depreciation reserve will not be sufficient to replace old equipment because
of the increased price of the new equipment. Prior to section 1245 and the investment credit, this factor was partially overcome by the available capital gain
on disposition of the equipment, by which the tax advantage provided some of
the funds to overcome the inflationary element. Today, this is not available.
Perhaps, as some observers say, the inflationary cycle is now arrested,
and this need not be a major concern. If so, then this objection may not be
pertinent. But if inflation is a still a factor, we may be imposing an additional
and undesirable burden on the replacement of our productive facilities.

